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SUMMARY  OF  RECOMMENDATIONS 

As  a  separate  section  in  the  front  of  each  audit  report 
we  include  a  listing  of  all  recommendations  together 
with  a  notation  as  to  whether  the  agency  concurs  or 
does  not  concur  with  each  recommendation.   This  listing 
serves  as  a  means  of  summarizing  the  recommendations 
contained  in  the  report  and  the  audited  agency's  reply 
thereto  and  also  as  a  ready  reference  to  the  supporting 
comments.   The  full  reply  of  the  Department  of  Revenue 
is  included  in  the  back  of  this  report. 

Page 

1.  The  department  implement  procedures 
to  expedite  processing  and  deposit  of 

tax  return  collections.  7 

Agency  Reply:   Concur.   See  page  25. 

2.  The  department  establish  written 
criteria  and  guidelines  to  determine 
account  collectibility  and  subsequent 
write-off  when  applicable.  9 

Agency  Reply;   Concur.   See  page  26. 

3.  The  department  take  measures  to  se- 
cure the  confidentiality  of  its 
computerized  tax  files.  10 

Agency  Reply:   Concur.   See  page  27. 

4.  The  department  perform  additional 
compliance  tests  to  ensure  that 
applicable  taxpayers  file  individual 

income  tax  returns  as  required.  12 

Agency  Reply;   Concur.   See  page  27. 

5.  The  department  adequately  follow  up 
and  document  the  review  of  delinquent 
accounts .  14 

Agency  Reply:   Concur.   See  page  28. 

6 .  The  department  document  the  number 
and  type  of  selective  audits  completed 
during  a  year.  15 

Agency  Reply:   Concur.   See  page  28. 

7.   The  department  correct  the  Withholding 
Tax  Bureau  related  data  processing 
weaknesses  discussed  above.  18 
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COMMENTS 
INTRODUCTION 

We  performed  a  financial/compliance  audit  of  the 
related  revenue  and  receivable  transactions  of  the 
Income,  Corporation,  and  Inheritance  Tax  Divisions  of 
the  Department  of  Revenue  for  fiscal  year  1979-80. 
Related  audit  testing  was  performed  in  the  Audit  and 
Accounting  Division.  An  audit  report  will  be  issued  by 
other  auditors  covering  activities  of  the  remaining 
divisions  within  the  Department  of  Revenue  for  fiscal 
year  1979-80. 

The  objectives  of  our  audit  were  to:   (1)  compile 
schedules  of  the  revenues  and  receivables  of  the  three 
divisions  for  fiscal  year  1979-80;  (2)  perform  a  finan- 
cial/compliance audit  in  accordance  with  generally 
accepted  auditing  standards  and  express  an  opinion  on 
the  schedules;  (3)  determine  if  the  department  complied 
with  applicable  laws  and  regulations  in  these  areas; 
and  (4)  provide  recommendations  for  improving  manage- 
ment and  internal  controls  in  the  related  divisions. 

We  thank  the  director  of  the  department  and  her 
staff  for  their  assistance  and  cooperation  during  our 
audit. 
BACKGROUND 

The  Department  of  Revenue  was  created  in  1971 
through   the   Executive   Reorganization   Act.    The 


department  presently  consists  of  12  divisions.  The 
primary  function  of  the  Department  of  Revenue  is  the 
uniform  administration  of  all  state  taxes. 

Following  is  a  brief  description  of  the  three 
divisions  under  audit: 

Income  Tax  Division  -  responsible  for  ensuring 
taxpayer  compliance  with  Montana  individual  income 
tax  laws  and  regulations  and  withholding  statutes. 
Corporation  Tax  Division  -  responsible  for  adminis- 
tering the  Montana  corporation  license  and  income 
tax  laws  of  domestic,  multi-state,  and  small 
business  corporations. 

Inheritance  Tax  Division  -  responsible  for  process- 
ing and  auditing  Montana  inheritance  tax  returns. 
The  Audit  and  Accounting  Division  has  the  primary 
responsibility  to  provide  accountability  over  assets, 
liabilities,  revenues,  and  expenditures  of  the  depart- 
ment.  The  division  also  conducts  internal  audits  of 
various  department  operations  as  requested  and  liquor 
store  audits. 

The  following  table  details  the  types  of  revenue 
and  amounts  for  fiscal  year  1979-80  that  were  included 
in  our  audit. 


DEPARTMENT  OF  REVENUE 

INCOME,   CORPORATE  AND  INHERITANCE  TAX  DIVISIONS 

SCHEDULE  OF  REVENUE   BY  TYPE 

Fiscal   Year  Ending  June   30,    1980 

Type  of  Revenue  Amount                                  Total 

Withholding  Tax  $116,291,842 

Estimated  Tax  9,302,414 

Current  Year   Income  37,632,918 

Amended  Return   Income  Tax  1,029,385 

Back  Year   Income  Tax  967,108 

Income  Tax  Refunds  (30,236,369) 

Campaign  Fund   Contributions  24,891 

Income  Tax  Division  $135,012,189 

Corporation  Tax  42,521,752 

Corporation  Tax  Refunds  (1,860,329) 
Corporation  Tax   -   Financial 

Institutions  4,961,766 

Corporation  Tax  Division  45,623,189 

Inheritance  Tax  8,537,242 

Inheritance  Tax  Division  8,537 ,242 

Total  $189.172,620 


RECOMMENDATIONS    OF   PRIOR   AUDIT 

We    performed    an   audit   of   the    department    for   the 
two     fiscal     years     ended     June  30,     1977.       The    report 
contained  13   recommendations  which  are   still   applicable 
to     current    department    operations    under    audit.       The 
department   concurred   with   all    of   the    recommendations. 
Of  the   13   recommendations,    11   have  been  implemented,    or 
partially  implemented,    and  2  have  not  been  implemented. 

Various   sections   of  this   report  include  discussion 
of    those    recommendations    on    which    the    department   has 
not  taken  adequate  corrective  action. 


INTERNAL  CONTROL  REVIEW 

As  part  of  our  examination,  we  made  a  study  and 
evaluation  of  the  department's  system  of  internal 
accounting  control  in  relation  to  the  divisions 
audited.  The  purposes  of  this  evaluation  are  to  estab- 
lish a  basis  for  reliance  on  the  system  of  internal 
accounting  control  in  determining  the  nature,  timing, 
and  extent  of  other  auditing  procedures  necessary  for 
expressing  an  opinion  on  the  schedules  of  revenues  and 
receivables  and  to  assist  in  planning  and  performing 
our  examination  of  these  schedules. 

The  objective  of  internal  accounting  control  is  to 
provide  reasonable,  but  not  absolute,  assurance  as  to 
the  safeguarding  of  assets  against  loss  from  unautho- 
rized use  or  disposition,  and  the  reliability  of  finan- 
cial records  for  preparing  financial  statements  and 
maintaining  accountability  for  assets.   The  concept  of 
reasonable  assurance  recognizes  that  the  cost  of  a 
system  of  internal  control  should  not  exceed  the  bene- 
fits derived  and  also  recognizes  that  the  evaluation  of 
these  factors  necessarily  requires  estimates  and  judg- 
ments by  management. 

Our  study  and  examination  of  the  system  of  inter- 
nal accounting  control  for  the  divisions  audited  for 
fiscal  year  1979-80  would  not  necessarily  disclose  all 
weaknesses  in  the  system  because  it  was  based  upon 
selective  tests  of  accounting  records  and  related  data. 


Our  tests  did  not  disclose  any  material  weaknesses  in 
internal  control.   However,  those  internal  control 
weaknesses  identified  during  the  audit  and  which  war- 
rant management's  attention  are  described  in  various 
sections  of  this  report. 
INTEREST  INCOME 

The  state  lost  at  least  $70,000  in  interest  earn- 
ings because  of  the  department's  delay  in  processing 
last  minute  tax  returns.  Tax  receipts  should  be  pro- 
cessed and  deposited  in  a  timely  and  efficient  manner 
to  enable  the  state  to  use  these  tax  funds  to  the 
fullest  extent  possible. 

All  mail  received  by  the  department  is  processed 
by  the  mailroom.  The  mail  is  sorted  and  documents  with 
payments  are  transferred  to  the  department's  Cashier 
Section  within  the  Audit  and  Accounting  Division.  The 
Cashier  Section  separates  the  monies  for  deposit  and 
the  Accounting  Section  prepares  the  collection  reports 
and  makes  the  deposits. 

Mailroom  personnel  stated  that  tax  returns  were 
processed  and  up-to-date  at  April  15,  1980.   Last 
minute  tax  returns  received  between  April  16,  1980  and 
April  18,   1980  with  remittances  of  approximately 
$19,917,000,   were  not  completely  processed  until 
May  20,  1980. 

We  computed  the  amount  of  interest  lost  from  the 
untimely  processing  of  these  tax  returns  to  be  at  least 


$70,000.   Using  an  annual  rate  of  eight  percent,  we 
multiplied  the  number  of  days  from  April  15  for  a 
particular  deposit  by  the  daily  interest  rate  to  deter- 
mine the  interest  factor.  The  eight  percent  rate  is  a 
conservative  estimate  of  the  fiscal  year  1979-80  short 
term  investment  pool  (STIP)  average  yield.  The  inter- 
est factor  was  multiplied  by  the  amount  of  the  days' 
deposit  to  obtain  the  amount  of  interest  lost  for  each 
deposit  made  from  April  16,  1980  through  May  20,  1980. 

We  examined  a  sample  of  revenue  transactions  from 
fiscal  year  1979-80  and  found  untimely  deposits 
throughout  the  year.   In  21  of  33  sample  items  there 
was  a  delay  of  at  least  one  to  two  days  from  receipt  to 
deposit.   Department  personnel  said  the  delays  were 
caused  by  manual  processing  and  insufficient  personnel 
in  both  the  mailroom  and  the  Cashier  Section.   Our 
sample  findings  show  at  least  a  60  percent  untimely 
deposit  rate.   The  sample  items  involved  collections 
for  income,  corporation,  inheritance  and  withholding 
taxes. 

The  Montana  Operations  Manual  states  that  "all 
monies  received  shall  be  deposited  .  .  .  each  day  when 
the  accumulated  amount  of  coin  and  currency  requiring 
deposit  exceed  $100  or  total  collections  exceed  $500." 

In  a  prior  audit  of  these  divisions  we  recommended 
that  the  department  study  alternatives  to  minimize 
deposit  delays.   Currently,  they  have  submitted  a 
budget  modification  request  to  the  1982-83  biennium 
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budget  to  provide  1.00  FTE  (aggregate  position)  for  the 
mailroom  to  reduce  deposit  delays.  The  1.00  FTE  person- 
nel will  cost  $10,600  and  provides  sufficient  personnel 
to  process  April  15th  tax  receipts  by  the  10th  of  May. 
Another  alternative  method  may  be  to  purchase  equipment 
and  mechanize  the  manual  systems  used  by  the  mailroom 
and  Cashier  Section.   The  cost  of  changing  the  present 
systems  should  not  exceed  the  additional  amount  of 
interest  earned. 

RECOMMENDATION  #1 

We  recommend  that  the  department  implement  procedures  to 

expedite  processing  and  deposit  of  tax  return  collections. 

ACCOUNTS  RECEIVABLE  SYSTEM 

The  Income  and  Corporation  Tax  Divisions  maintain 
a  data  processing  system  to  account  for  division  ac- 
counts receivable.  The  Inheritance  Tax  Division  receiv- 
able system  is  manual.  The  Audit  and  Accounting  Divi- 
sion performs  monthly  reconciliations  for  the  income, 
corporation  and  withholding  tax  accounts  receivable. 
The  reconciliations  tie  the  accounts  receivable  bal- 
ances on  the  Statewide  Budgeting  and  Accounting  System 
(SBAS)  to  the  computerized  subsidiary  detail  ledger 
subsystem.   The  Inheritance  Tax  account  receivable 
amount  at  June  30,  1980  on  SBAS  equals  the  manually 
computed  amount. 


Income  Tax  Accounts  Receivable 

The  April  30,  1980  individual  income  tax  receiv- 
able system  monthly  run  included  receivables  over  one 
year  old  totalling  in  excess  of  $500,000.  This  repre- 
sents 17.6  percent  of  total  Individual  Income  Tax 
Receivables.  We  tested  a  sample  of  nineteen  accounts 
from  this  balance  (total  of  $7,177)  to  determine  col- 
lectibility of  the  individual  accounts.  We  determined 
ten  accounts,  totalling  $2,593,  to  be  uncollectible. 

The  division  does  not  maintain  documentation  of 
the  procedures  followed  in  determining  account  col- 
lectibility and  subsequent  write-off  of  accounts  when 
necessary. 

Through  discussions  with  Collection  Section  person- 
nel, we  established  certain  criteria  in  evaluating  the 
collectibility  of  our  sample  of  accounts  over  one  year 
old.   We  considered  the  following  criteria  in  our 
evaluation. 

(1)  The  date  of  the  most  recent  correspondence 
soliciting  payment  from  the  taxpayer. 

(2)  The  place  of  residence  -  in-state  or  out-of- 
state. 

(3)  The  filing  of  a  Warrant  of  Distraint  and 
Notice  of  Levy. 

(4)  The  taxpayer's  account  balance. 

(5)  Monthly  or  periodic  payments  on  the  account. 

(6)  Tax  refunds  owing  to  the  taxpayer. 

(7)  Knowledge  of  the  taxpayer's  employer. 


(8)  The  type  of  employment  involved,  if  any. 

(9)  The  taxpayer's  exempt  status. 

We  did  not  determine  or  estimate  the  total  amount 
of  individual  income  tax  receivable  balances  that  may 
be  uncollectible.   However,  based  upon  the  results  of 
our  sample,  a  potential  overstatement  of  the  individual 
income  tax  accounts  receivable  amount  exists.   The 
division  should  establish  written  criteria  and  guide- 
lines to  follow  in  determining  collectibility.   Based 
on  collectibility,  these  account  balances  should  be 
disclosed  in  the  department's  financial  statements  and 
considered  for  follow-up.   Follow-up  procedures  on  past 
due  accounts  are  necessary  to  ensure  timely  and  ulti- 
mate collection  of  taxes  due. 

RECOMMENDATION  #2 

We  recommend  that  the  department  establish  written  criteria 
and  guidelines  to  determine  account  collectibility  and  subse- 
quent write-off  when  applicable. 

ACCESSIBILITY  OF  TAX  RECORDS 

To  ensure  the  confidentiality  of  tax  records,  the 
department  should  provide  adequate  security  over  the 
confidential  tax  computer  file. 

Department  of  Revenue  tax  information  is  stored  on 
two  separate  mountable  disk  packs.  Based  on  the  knowl- 
edge of  certain  individuals,   including  terminated 


department  employees,  these  tax  files  can  be  accessed. 
The  division  maintains  a  log  of  changes  made  to  the 
system.   The  log  is  not  checked  to  determine  who  has 
accessed  the  program  and  what  changes  were  made. 

Section  15-30-303,  MCA,  states  "It  is  unlawful  for 
the  department  or  any  deputy,  assistant  ...  to  di- 
vulge or  make  known  in  any  manner  the  amount  of  income 
.  .  .  set  forth  or  disclosed  in  any  report  or  return 

II 

Additional  controls,  such  as  1)  secret  passwords; 
2)  changes  to  the  passwords  upon  employee  terminations; 
and  3)  procedures  to  account  for  and  authorize  all 
program  changes  of  the  system,  could  be  implemented  by 
the  department  to  provide  better  security  over  tax 
information. 

RECOMMENDATION  #3 

We  recommend  that  the  department  take  measures  to  secure 

the  confidentiality  of  its  computerized  tax  files. 

INCOME  TAX  DIVISION 
Compliance  Section 

The  Compliance  Section  is  responsible  for  ensuring 
taxpayer  compliance  with  Montana  individual  income  tax 
laws.   The  section  should  perform  testing  to  identify 
nonfiling  taxpayers. 
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The  comparison  of  the  Internal  Revenue  Service 
(IRS)  computer  tape  containing  federal  tax  information 
with  the  Montana  computer  tape  of  tax  information  and 
the  Compliance  Section  follow-up  on  exceptions  is  a  key 
control  to  ensure  that  applicable  taxpayers  are  filing 
individual  income  tax  returns  as  required.  Additional 
controls   in   the   Compliance   Section   are   the 
determination  of  whether  out-of-state  individuals' 
property  is  income  producing  and  must  be  taxed,  and  the 
review  of  1099's.   We  could  not  test  the  federal/state 
computer  match  control  during  our  audit  because  federal 
regulations  deny  our  access  to  the  federal  tax 
information. 

Other  possible  controls  include:   1)  obtaining 
taxpayer  information  from  outside  sources  such  as  Motor 
Fuel  Tax  Division,  Central  Payroll  and  Corporate  Tax 
Division,  and  2)  following  up  on  individuals  that  file 
an  individual  income  tax  return  one  year  and  do  not 
file  a  return  the  next. 

One  of  the  controls  the  department  has  tried  to 
implement  over  taxpayer  filings  has  been  a  review  and 
follow-up  on  lists  of  out-of-state  property  owners  to 
determine  whether  the  property  is  income  producing. 

The  Compliance  Section  receives  a  list  from  each 
county  of  non-resident  property  owners  within  the 
state.   We  selected  a  sample  of  ten  out-of-state  prop- 
erty owners  to  verify  that  the  section  determined  1) 
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whether  the  property  was  income  producing,  and  2)  if 
the  income  was  taxed.   For  the  ten  names  tested  we 
found  that  the  section  had  not  determined  whether  or 
not  the  property  was  income  producing.  The  section  has 
inadequate  procedures  to  determine  whether  out-of-state 
individuals  have  income  producing  property  within  the 
state. 

Individual  income  tax  statutes  state  in  15-30-131, 
MCA,  that  "in  the  case  of  a  taxpayer  other  than  a 
resident  of  this  state,  adjusted  gross  income  includes 
the  entire  amount  of  adjusted  gross  income  from  sources 
within  this  state  ..." 

The   section   should   continue   to   establish 
compliance  tests  that  will  result  in  information  useful 
in  verifying  that  individual  income  taxes  required  by 
law  to  be  submitted  are  submitted. 

RECOMMENDATION  #4 

We     recommend     that     the    department    perform    additional 
compliance    tests    to    ensure    that    applicable   taxpayers    file 
individual  income  tax  returns  as  required. 

Withholding  Tax  Bureau  Records 

The    Withholding    Tax    Bureau    obtains    a    delinquent 
notice    listing   at   the    end   of   each   calendar   year  quar- 
ter.     The    bureau    deletes    an   account    from   the    listing 
when  action  is  taken  on  the  delinquent  account.     For 
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example,  the  account  may  have  been  cancelled;  the 
business  may  have  reported  zero  dollars  owing  that 
quarter;  or  the  department  may  have  established  an 
account  receivable  for  the  amount  due. 

We  selected  20  accounts  from  the  September  30, 
1979  listing  to  ensure  the  bureau  had  adequately  fol- 
lowed up  on  the  accounts  as  indicated  on  the  listing. 
We  noted  that  in  some  cases  when  the  listing  indicated 
an  account  had  been  cancelled  there  was  no  original 
documentation  supporting  this  conclusion.  Because  of 
the  department's  filing  procedures,  the  documentation 
showing  that  the  business  reported  $0  that  quarter  was 
not  readily  accessible. 

We  tested  a  sample  of  ten  delinquent  cards  re- 
ceived by  the  Withholding  Tax  Bureau  that  indicated 
either  $0  reported,  the  account  had  been  cancelled,  or 
the  tax  had  been  paid.  We  traced  the  ten  cards  to  the 
delinquent  notice  listing  and  noted  that  four  were  not 
properly  recorded  on  the  listing.   For  example,  in  one 
case  the  account  was  marked  as  cancelled  on  the  delin- 
quent list,  but  was  shown  as  paid  on  a  separate  report. 
We  followed  up  on  these  four  exceptions  and  found  that 
they  were  properly  recorded  on  other  withholding  re- 
ports . 


13 


RECOMMENDATION  #5 

We  recommend  that  the  department  adequately  follow  up  and 

document  the  review  of  delinquent  accounts. 

Selective  Audits 

Selective  audits  performed  by  the  Income  Tax 
Division  should  be  documented  to  ensure  accurate  audit 
results. 

The  division's  Audit  Bureau  obtains  a  computer 
listing  of  taxpayers'  returns  coming  in  during  the  year 
that  meet  certain  criteria.   For  example,  the  listing 
may  include  all  individuals  that  reported  over  a  cer- 
tain dollar  amount  of  adjusted  gross  income. 

The  Audit  Bureau  reviews  each  listing  and  audit 
personnel  decide  which  tax  returns  will  receive  a 
selective  audit.   During  the  audit  period,  when  all 
desired  audits  from  the  listing  had  been  completed,  the 
listing  was  destroyed.   The  division  does  not  maintain 
documentation  on  the  number  of  selective  audits  per- 
formed. 

For  a  portion  of  our  audit  period,  the  division 
did  not  document  on  the  return  whether  an  audit  had 
been  performed.  It  was  not  possible  for  us  to  review 
the  audited  returns  because  we  could  not  determine 
which  return  had  been  audited.  In  April  1980,  the 
division  began  attaching  an  audit  program  to  the  re- 
turns audited. 
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Selective  audits  should  be  documented  and  the 
division  should  maintain  statistics  on  the  number  of 
audits  completed. 

RECOMMENDATION  #6 

We  recommend  that  the  department  document  the  number  and 

type  of  selective  audits  completed  during  a  year. 

Withholding  Tax  Data  Processing 

The  Withholding  Tax  Bureau  implemented  a  new  MW-5 
data  processing  system  in  May  1980.   The  objectives  of 
this  system  are  1)  to  accurately  account  for  all  with- 
holding taxes  received,  2)  to  ensure  that  all  regis- 
tered employers  file  returns  as  required  by  statute, 
and  3 )  to  provide  a  complete  account  status  for  each 
employer  on  a  timely  basis.   The  system  was  developed 
by  the  Research  and  Information  Division  of  the  Depart- 
ment of  Revenue. 

The  current  system  is  an  improvement  over  the 
previous  MW-5  system.   However,  we  noted  the  following 
problems  relating  to  the  MW-5  system. 

—  System  Documentation 

Documentation  of  the  system,  including  written 
specifications,  was  not  complete  before  the  system  was 
placed  in  operation.   System  requirements  and  design 
criteria  should  be  formalized  and  approved  by  manage- 
ment and  the  user  department  prior  to  implementation. 
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We  noted  that  a  user  manual  to  aid  the  Withholding  Tax 
Bureau  in  processing  system  reports  and  controlling  the 
information  is  not  yet  completed.   The  Research  and 
Information  Division  does  not  have  a  design  standards 
manual  to  ensure  that  proper  controls  have  been  de- 
signed into  the  system. 

—  Access  Controls 

Access  controls  over  system  programs  and  data 
files  are  inadequate  to  ensure  data  integrity.  Access 
to  data  files  should  be  restricted  to  operations 
personnel  responsible  for  processing  the  application. 
Production  programs  accessibility  should  be  restricted 
to  persons  authorized  to  make  modifications  to  the  pro- 
grams.  We  found  that  programmers  have  access  to  the 
MW-5  system  program  and  data  libraries.  These  librar- 
ies are  not  protected  with  passwords  or  access  codes. 

—  System  Design 

The  MW-5  system  is  designed  as  a  subsidiary  detail 
ledger  for  payments  received.  As  such,  reconciliations 
with  SBAS  are  important.   This  provides  an  external 
check  on  the  completeness  of  information  in  the  MW-S 
system.   We  noted  that  no  provision  for  reconciling  is 
in  the  system  design. 

The  data  structure  within  the  system  and  report 
formats  do  not  lend  themselves  to  expedient  and  com- 
plete account  analysis.   The  accounts  receivable  func- 
tion is  segregated  from  the  MW-5  system.   Payments 
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received  for  a  quarterly  filing  plus  a  receivable 
amount  require  splitting  the  cashier  number  on  the 
source  document  between  the  MW-5  system  and  the  ac- 
counts receivable  system. 

—  Error  Reporting  and  Correction 

The  system  has  several  edit  cycles  and  resulting 
error  reports.   Some  of  the  error  reports  do  not  con- 
tain sufficient  information  to  expedite  the  correction 
process.   For  example,  there  are  no  limit  or  reason- 
ableness checks  to  prevent  a  late  filing  error  when 
less  than  $10  is  withheld.   The  receipt  of  the  return 
must  be  back-dated  in  the  system  to  clear  the  filing 
error.   Also,  the  withholding  Tax  Bureau  extended  the 
filing  deadline  for  the  second  quarter  but  did  not 
extend  the  computer  system  deadline.  This  caused  late 
filing  errors  to  be  produced  by  the  system.   These 
exceptions  require  manual  back-dating  documents. 

Because  of  excessive  human  involvement  required 
for  normal  processing,  inadequate  staffing  in  the 
Withholding  Tax  Bureau  and  lack  of  a  user's  manual, 
error  correction  for  the  MW-5  system  is  currently  one 
quarter  behind. 

—  Balancing  Controls 

Current  balancing  controls  in  the  MW-S  system  are 
inadequate  to  ensure  data  integrity.   There  are  no 
batch  balancing  controls  over  corrections  or  returns 
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unaccompanied  by  money.  Correction  of  this  weakness  is 
currently  being  addressed  by  the  Research  and  Informa- 
tion Division. 

RECOMMENDATION  #7 

We   recommend   that   the  department  correct  the  Withholding 

Tax    Bureau   related    data    processing   weaknesses   discussed 

above. 
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AUDITOR'S  REPORT  AND  FINANCIAL  SCHEDULES 


STATE  OF  MONTANA 


®fftcc  of  tl]c  ^cgtslatilie  JVubitor 


STATE  CAPITOL 

HELENA.  MONTANA  59601 

406/449-3122 


MORRIS  L.  BRUSETT.  C  P  A 

LEGISLATIVE    AUDITOR 


ELLEN  FEAVER.  C  P  A 

DEPUTY   LEGISLATIVE   AUDITOR 
JOHN  W   NORTHEY 

STAFF  LEGAL  COUNSEL 


The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  examined  the  individual  income,  corporation  license  and 
income,  and  inheritance  tax  revenues  and  the  related  accounts 
receivable  of  the  Income  Tax,  Corporation  Tax  and  Inheritance  Tax 
Divisions  of  the  Montana  Department  of  Revenue  as  of  June  30,  1980 
and  for  the  year  then  ended.   Our  examination  was  made  in  accor- 
dance with  generally  accepted  auditing  standards,  and  accordingly 
included  such  tests  of  the  accounting  records  and  such  other  audit- 
ing procedures  as  we  considered  necessary  in  the  circumstances. 

Most  of  the  Income  Tax  Division  compliance  program  for  individual 
taxpayers  relates  directly  to  the  Internal  Revenue  Service's  compli- 
ance program  for  individual  taxpayers.   Due  to  the  provisions  of 
the  state's  contract  with  the  federal  government,  we  were  denied 
access  to  the  results  of  the  Internal  Revenue  Service's  compliance 
program  and  the  state's  follow-up  of  compliance  exceptions.   It  was 
therefore  not  practicable  for  us  to  satisfy  ourselves  with  respect 
to  individual  income  tax  revenues  beyond  the  amounts  recorded  as 
received  and  shown  in  departmental  records. 

In  our  opinion,  the  accompanying  schedules,  subject  to  the  effects, 
if  any,  of  the  matter  discussed  in  paragraph  two  of  this  opinion, 
present  fairly  the  revenues  and  accounts  receivables  of  the  Income, 
Corporation,  and  Inheritance  Tax  Divisions  at  June  30,  1980  and  for 
the  year  then  ended,  in  conformity  with  generally  accepted  account- 
ing principles  which  have  been  applied  on  a  basis  consistent  with 
that  of  the  preceding  year. 

Respectfully  submitted, 

Morris  L.  Brusett,  CPA 
Legislative  Auditor 


August  29,  1980 
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DEPARTMENT  OF  REVENUE 

SCHEDULE  OF  INDIVIDUAL  INCOME,  CORPORATION  LI CENSE/ INCOME 

AND  INHERITANCE  TAX  REVENUES  FOR  THE  FISCAL  YEAR  ENDED  JUNE  30,  1980 


Income  Tax  Division 

Individual  Income  Taxes: 
Withholding 
Other 

Campaign  Fund  Contributions 
Total  Receipts 

Income  Tax  Refunds 

Total  Individual  Income 
Tax  Revenue 


Estimated 


$87,700,000 


Actual 


$  74,A26,778 
31,316,368 


105,743,146 

(19,351,276) 

$87,700,000   $  86,391,870 


Governmental  Fund  Types 


Earmarked  Revenue 


Estimated 

$34,257,750 

70,000 


Actual 


$29,072,960 

12,232,957 

24,891 

41,330,808 

(7,559,092) 


$34,327,750   $33,771,716 


Corporation  Tax  Division 
Corporation  License  Tax 
Corporation  Tax  -  Financial 
Inst  itutions 
Total  Receipts 

Corporation  Tax  Refunds 
Total  Corporation  Tax 
Revenue 


$29,491,200   $  27,213,921 

635,106 

27,849,027 

(1,190,610) 


$29,491,200   $  26,658,417 


$11,520,000   $10,630,438 


248,088 
"10,878,526 


(465.083) 


$11,520,000   $10,413,443 


Inheritance  Tax  Division 
Inheritance  Tax 

Total  Inheritance  Tax 
Revenue 


$  8,107,670   $  8,537,242 
$  8,107,670   $  8,537,242 


20 


Sinking 

Estimated      Actual 


Agency  Type 

Federal  and  Private  Grant 

Clearance  Fund 

Estimated     Actual 


Totals 

Memorandum  Only 
Estimated       Actual 


$15,613,410 

$12,792,103 
5,382,501 

18,174,604 

(3,326,001) 

$15,613,410   $14,848,603 


$137,571,160 

$116,291,841 

48,931,826 

70,000        24,891 

165,248,558 

(30,236,369) 

$136,641,160   $135,012,189 


$  5,068,801   $  4,677,393 


109,159     $4,720,000   $3,969,413 
4,786,522  3,969,413 

(204,636)    


$  46,080,001   $  42,521,752 

4,720,000      4,961,766 
47,483,518 

(1,860,329) 


$  5.068,801       $  4,581,916  $4,720,000       $3,969,413  $  50,800,001       $  45,623,189 

8,107,670  8,537,242 

$     8,107,670       $     8,537,242 
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DEPARTMENT  OF  REVENUE 

SCHEDULE  OF  INDIVIDUAL  INCOME,  CORPORATION  LICENSE/ INCOME 

AND  INHERITANCE  TAX  DEFERRED  ACCOUNTS  RECEIVABLE 

JUNE  30,  1980 


Income  Tax  Division 

Individual  Income  Tax  Receivables  $3,484,238 

Withholding  Tax  Receivables  334,047 

Total  Income  Tax  Receivables  3,818,285 

Corporation  Tax  Division 

Corporation  License  and  Income  Tax 
Receivables  680,492 

Inheritance  Tax  Division 

Inheritance  Tax  Receivables  2,431,348 

Total  Income,  Corporation  and 
Inheritance  Tax  Deferred  Accounts  Receivable         $6,930, 125  (Note  2) 
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MONTANA  STATE  DEPARTMENT  OF  REVENUE 

Notes  to  the  Financial  Schedules 
Fiscal  Year  Ended  June  30,  1980 

1.  BASIS  OF  ACCOUNTING 

The  preceding  financial  schedules  were  prepared 
from  the  Statewide  Budgeting  and  Accounting  System 
(SBAS)  and  departmental  records. 

The  state  of  Montana  utilizes  the  modified  accrual 
basis  of  accounting  in  recording  revenues.  Under  the 
modified  accrual  basis  of  accounting  expenditures  are 
recorded  on  the  basis  of  valid  obligations.  Revenues 
are  recorded  when  received  in  cash  unless  susceptible 
to  accrual.  Revenues  are  susceptible  to  accrual  if 
they  are  measurable  and  available  to  finance  expendi- 
tures of  the  fiscal  period  and  are  not  received  at  the 
normal  time  of  receipt. 

2.  DEFERRED  ACCOUNTS  RECEIVABLE 

Deferred  Accounts    Receivable    shown   on   the    accom- 
panying  schedule   have  not  been  recorded  as  revenue  and 
are    fully    reserved   by  the  Department  of  Revenue.      As 
much  as  50  percent  of  individual   income  tax  receivables 
over    one    year    old   may   be    uncollectible.      Individual 
income  tax  receivables  are  aged  as  follows: 


Individual   Income  Tax 

Accounts  Receivable  Amount  Percent 

Under   120  days    (estimated)  $1,609,718  46% 
Over   120  days,    less   than 

one  year   (estimated)  1,227,636  35% 

Over  one  year  646,884  19% 

Total  $3,484,238  100% 
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AGENCY   REPLY 


DEPARTMENT  OF  REVENUE 

MITCHELL   BUILDING 
HELENA.  MONTANA  59601 


October  15,  1980 


Legislative  Audit  Committee 

of  the  Montana  State  Legislature 
Office  of  the  Legislative  Auditor 
State  Capitol 
Helena,  Montana  59601 

Gentlemen: 

We  have  reviewed  the  report  on  the  Department  of  Revenue  prepared 
by  the  Legislative  Auditor.   Our  response  to  the  recommendations  con- 
tained in  the  report  accompany  this  letter. 

The  Legislative  Auditor's  staff  Is  to  be  commended  for  a  thoroughly 
professional  job  In  their  study  of  our  operation. 


Sincerel 


Mary  L.  C/aig,  CPA 
Di  rector; 


MLC:ka 
Attachment 
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Several  of  the  recommendations  rest  on  the  underlying  assumption  that 
there  is  enough  flexibility  in  our  staff  to  allow  us  to  expand  workloads 
or  abandon  low  priority  work  in  order  to  implement  them.  We  will  make  a 
good  faith  attempt  to  implement  the  recommendations  with  which  we 
concur.   However,  it  should  be  noted  that  budget  restrictions  have  al- 
ready necessitated  a  cut  in  some  department  services  and,  if  funding  is 
not  available,  the  recommendations  may  not  be  implemented  in  spite  of 
our  concurrence. 

RECOMMENDATION  #1 


We  recommend  that  the  department  implement  procedures  to  expedite  pro- 
cessing and  deposit  of  tax  return  collections. 

RESPONSE 

The  problem  of  delays  in  peak  period  processing  of  paid  tax  returns  is 
properly  recognized  and  we  concur  with  that  part  of  the  recommendation. 
There  is  a  reference  in  the  write-up  to  untimely  deposits  year  around. 
The  statement  was  made,  based  on  Montana  Operations  Manual  criterion 
requiring  daily  deposits  of  amounts  over  $500.   Because  no  fewer  than 
six  persons  are  involved  in  processing  or  reviewing  the  cash  receipt 
from  the  time  it  enters  the  department  until  the  bank  deposit  is  made  we 
do  not  feel  the  criterion  is  appropriate.  Collections  and  deposits  are 
given  priority  over  document  processing.  The  normal  processing  time 
through  four  separate  work  groups  in  this  department  and  the  State 
Treasurer's  Office  makes  it  virtually  impossible  for  deposits  to  be  made 
in  less  than  2i  to  3  days.   Some  additional  staff  would  help  but  an 
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attempt  to  cut  the  deposit  time  to  less  than  2  days  by  addition  of  staff 
would  not  be  cost  beneficial.  We  will  attempt  to  have  the  deposit  time 
in  the  Montana  Operations  Manual  modified.   At  the  same  time  we  are 
hopeful  that  our  positions  will  be  sufficiently  funded  by  the  next 
legislature  to  allow  more  efficient  processing  of  cash  receipts. 

We  have  also  considered  the  alternative  of  mechanizing  the  processing  of 
incoming  mail.   it  is  not  now  cost  beneficial  and  would  not  solve  the 
problem  of  peak  demands  during  the  income  tax  filing  season. 

RECOMMENDATION  §1 

We  recommend  that  the  department  establish  written  criteria  and  guide- 
lines to  determine  account  collectibility  and  subsequent  write-off  when 
appl icable. 

RESPONSE 

We  concur.   An  internal  policy  on  writing  off  accounts  receivable  is 
currently  being  drafted  by  the  income  tax  division.   Determining  collect- 
tibillty  of  account  balances  for  disclosure  in  financial  statements 
would  required  analyzing  some  12,000  accounts.  We  do  not  currently  have 
staff  that  we  could  devote  to  such  a  determination.   We  will  set  up 
records  regarding  future  write-offs  which  will  enable  us  to  develop  a 
systematic  approach  to  the  problem  of  determining  possible  uncollectible 
accounts.   in  the  meantime  we  will  footnote  our  financial  reports  to 
warn  the  reader  of  the  uncollectible  aspects  of  our  accounts  receivable. 
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RECOMMENDATION  #3 

We  recommend  that  the  department  take  measures  to  secure  the  confiden- 
tiality of  its  computerized  tax  files. 

RESPONSE 

We  concur  with  the  recommendation.   Effective  in  August  of  I98O  all 
program  changes  will  be  documented  in  the  program  narrative.  We  will 
worl<  with  Computer  Services  Division  of  the  Department  of  Administration 
to  obtain  better  password  capabilities  than  are  currently  available  so 
that  we  may  achieve  true  security  without  requiring  excessive  resources. 
This  will  include  the  ability  to  change  passwords  upon  employee  termina- 
tions. 

RECOMMENDATION  ^k 

We  recommend  that  the  department  perform  additional  compliance  tests  to 
ensure  that  applicable  taxpayers  file  individual  income  tax  returns  as 
requi  red. 

RESPONSE 

We  concur  that  we  should  perform  sufficient  compliance  tests  to  ensure 
an  acceptable  degree  of  compliance  with  filing  requirements  for  all 
taxes  we  administer.   Subject  to  the  limitations  of  staffing  and  funding 
imposed  upon  us,  we  will  study  our  current  compliance  tests  as  well  as 
other  possible  compliance  tests  to  assure  that  we  are  performing  those 
which  produce  the  best  results  relative  to  the  costs  involved.   It  is 
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difficult  to  continue  the  current  compliance  effort  without  adding 
employees.   it  is  impossible,  under  present  conditions,  to  consider 
additional  efforts  which  require  more  manpower. 

RECOMMENDATION  #5 

We  recommend  that  the  department  adequately  follow  up  and  document  the 

review  of  delinquent  accounts. 

RESPONSE 

We  concur.   The  problems  discovered  by  the  auditor  were  due  primarily  to 
staffing  limitations  for  which  budget  modifications  have  been  submitted. 
The  new  computer  system  for  withholding  taxes  which  was  Implemented  for 
calendar  year  I98O  returns  will  incorporate  procedures  to  document  de- 
linquent account  review  and  given  adequate  staffing  there  should  be  no 
further  problems  with  delinquent  account  review  and  documentation. 

RECOMMENDATION  #6 

We  recommend  that  the  department  document  the  number  and  type  of  selective 

audits  completed  during  a  year. 

RESPONSE 

We  concur  and  will  begin  adequate  documentation  of  numbers  and  types  of 

selective  audits  immediately. 
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RECOMMENDATION  #7 

We  recommend  that  the  department  correct  the  Withholding  Tax  Bureau 

related  data  processing  weaknesses  discussed  above. 

RESPONSE 

We  concur  with  the  recommendation  and  will  correct  all  weaknesses  in  the 
withholding  tax  data  processing  system.   The  system  suffers  the  weaknesses 
which  plague  any  new  system.   It  was  developed  under  the  pressure  of 
having  the  system  running  going  for  all  I98O  returns.   in  addition, 
shortages  of  staff  made  It  difficult  to  Implement  the  new  system  smoothly. 
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